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ECONOMIC INDICATORS 
(Millions of U.S. dollars unless otherwise indicated) 


$chg* $chg 
1980 80/79 1981** 
GDP (1976 prices) 2 S279.6:7 2.4% 2258 
Agriculture ° 1379.2 -2.9% 2.5% 
Manufacturing 556.9 4.6% 3.5% 
Government Services ° 615.1 6.0% 4.5% 
GDP at Factor Cost (nominal) 3 5867.0 12.2% 15.0% 
Private Consumption (") ‘ 4496.3 15.8% -- 
Public Consumption (") . 1348.1 14.0% 
Gross Fixed Capital 
Formation ( A 1468.9 2.9% 
Plus Exports ( ‘ 1941.3 26.6% 
Less Exports ( 2776.7 43.0% 
Population at Mid-Year 
(Millions) 15. 16.4 3.96% 
Per Capita GDP (1976 prices) 263. 254.8 -1.3% 


CPI (1976 = 100) 183. 290.3. 13.0% 

Total Money and Quasi Money 2729. 2843.6 7.8% 8. 

Net Domestic Credit 1884. 2272.0 18.3% -- 
Private 133i. 1663.4 25.% -- 
Public a 3S6 608.6 10.% -- 

Rediscount rate, Treas Bills 6.81% 5.89% 12.0% (Sept) 

Savings Deposits 5.1253 4.0% 11.0% (Sept) 

Loans and Advances (max) 9.75-10% 11.03% 14.0% (Sept) 


KSH 

Balance of Payments (nominal) Million 

Exports 1124.8 1357.4 1527.0 
of which to U.S. 45.6 44.7 . -= 

Imports 1688.6 2473. 2637.7 
of which from U.S. 95.2 16156 -- 
Trade Balance -563.9 -1115.7 -1110 
Current Account Balance -485.8 -879.0 -700 
Capital Transactions Balance 683.7 691.7 700 
Foreign Exchange Reserves 639.1 422.7 310 
Debt Service Ratio(% of exports) 7.3 o.3 12 


*Rates of change calculated in shillings before conversion. 
**Embassy Forecast. Exchange rates: 1979, US$1=KSh 7.34; 1930, 
US$1=KSh 7.57; 1981, USS1=KSh 9.3. 


Principal U.S. Exports to Kenya in 1980: Agricultural Chemicals 
$15.2M; Construction Mach. & Equip. $8.5M; Industrial Organic 
Chemicals $8.4M; Aircraft and parts $7.7M. 





CURRENT ECONOMIC TRENDS 


SUMMARY 


Kenya faces serious long- and short-term problems which 
have limited growth in the past few years and will 
continue to affect the economy over the next three to five 
years. The most serious constraint is external. Kenya's 
terms of trade have suffered substantially, as prices of 
coffee and tea have declined, while prices of imports have 
continued their upward climb. Tourism earnings’ have 
barely kept pace with inflation, and manufactured exports 
have stagnated or declined. Sizable food imports in 1980 
and 198lhave exacerbated the external problem. The key 
issue, however, appears to be structural imbalance. The 
manufacturing sector has been highly protected, is 
relatively capital and import-intensive, is inward 
looking, and has’ benefited from an overvalued shilling 
exchange rate. As a corollary, agriculture has been taxed 
indirectly and requires better, freer marketing and the 
withdrawal of a number of government-imposed disincentives. 


In the past year, the shilling has been devalued by over 30 
percent against the dollar, totally new tariff structures 
have been introduced, new import priorities established 
and import procedures regularized, and petroleum product 
prices increased substantially. These are substantial 
actions which bode well for economic decisionmaking and 
positive change in Kenya. 


During the next few years, the current accounts deficit 
will decline slightly in the face of slow growth of demand 
in the industrial nations, reduced access to markets in 
Tanzania and Uganda, and the demands of structural adjust- 
ment. Over $5 billion in foreign capital, private and 
official, will be necessary. The Government's ability to 
attract the necessary private component will be a function 
of its willingness to make difficult decisions in agricul- 
tural policy, control of public sector expenditures, and 
removal of various administrative impediments which hand- 
icap private business. 





Kenyans became accustomed to rapid economic growth during 
the years following independence. Between 1964 and 1973 
real GDP growth averaged 6.6 percent per year. That aver- 
age dropped to 4 percent between 1973 and 1977and has been 
around two percent the last two years. If the rate is 
less than three percent in 1981, as now appears likely, 
this will be the third consecutive year in which the 
growth rate has been less than the targeted rate of 5.4 
percent. It also will be the third straight decline in 
real per capita national income--for population is growing 
by a staggering 3.96 percent per year. 


Kenya faces a number of long-term problems. Rapid popula- 
tion growth means steadily increasing burdens on govern- 
ment services, such as education and health, and on the 
ability of the formal wage sector to absorb the more than 
250,000 new job seekers each year. Population growth also 
places great pressure on agriculture, which must provide 
food and employment while also providing foreign exchange 
earnings to finance industrial development, and simulta- 
neously producing the inputs for developing agribusiness. 
Between 1964 and 1974, agricultural output grew at a real 
rate of 4.7 percent per annum. The rate was only 2.4 per- 
cent between 1974 and 1979 and was less than one percent 


per year the last two years. Shortfalls in maize produc- 
tion resulted in sizable imports in 1980 and 1981 and a drain 
in foreign exchange of over $150 million. Many farmers, 
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t observers, believe qovernment interven- 
pricing and market controls has contributed to 
production instability, to supply and demand distortion, 
and to substantial losses by farmers and by government 
marketing bodies. In effect, the urban consumer has been 


subsidized at the expense of the farmer. 
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Kenya must also come to grips with an industrial structure 
which has grown increasingly out of kilter with Kenya's 
needs. Under the import substitution (or import "reduc- 
tion") strategy of the 1960's and 1970's, manufactured output 
grew at a rate of around nine percent per annum in real 
terms, and by 10.5 percent between 1972 and 1978. That 
growth rate was achieved behind extensive import bar- 
riers, primarily quantitative, and by overvaluing' the 
shilling. Price setting, market sharing, and other admin- 
istrative practices also contributed to the development of 
inward looking, relatively high priced, and capital and 
import-intensive manufacturing. The available Kenyan mar- 
ket is so small that most goods are produced on a 
less-than-optimal scale, and thus at higher-than-optimal 
cost. There is evidence that large firms have tended to 
encourage redefinition of demand away from traditional, 





often labor-intensive, indigenous products in favor of 
packaged, name brand products which may or may not be of 
better quality. Resources were bid away from other ex- 
isting or potential sectors such as capital and intermed- 
iate goods, agriculture and export manufacturing. Some 
observers have found that the import component of manufac- 
tured output is 60 percent or more and that some invest- 
ments actually cost more in foreign exchange than would 
imports of the finished products which now have been elim- 
inated. Manufactured exports dropped from 23 percent of 
total exports in 1972 to only 11 percent in 1978. 


Both industrial and agricultural problems contribute to 
another chronic illness: balance of payments deficits. 
Except for the brief coffee boom which brought relief in 
1976 and 1977, Kenya's current accounts balance has been 
steadily and increasingly negative for the past decade. 
In 1980 the deficit was around $800 million, and will be 
about the same in 1981. Kenya is heavily dependent on 
primary commodities such as coffee, tea, pyrethrum and 
Sisal for foreign exchange earnings. The first two are 
especially vulnerable to the vagaries of world weather and 
commodity markets. Meanwhile, prices of imports seem to be 
on an ever-upward spiral. Absence of effective stimuli 
for manufactured exports has hurt, as has the fact that 
trade with Kenya's two natural and most important markets, 
Tanzania and Uganda, has been restricted. The cost of oil 
imports has often been cited as a key problem, especially 
aS prices have skyrocketed. In fact, Kenya refines most 
of its own petroleum in Mombasa, and reexports finished 
product and residuals. Of the KSh 5.8 billion total pe- 
troleum imports last year, Kenya probably earned around 
KSh 3.2 billion via reexports. Another sum, probably KSh 
1 billion, was earned via sale of jet fuel and bunkers to 
foreign companies. So, the total "domestic oil bill" could 
have been as low as KSh 2.2 billion in 1980. That figure 
is insignificant compared to imports for the manufacturing 
process (KSh 13 billion). 


Although Kenya continues to be a favored destination for 
bilateral and multilateral assistance and enjoys a good 
credit rating when compared with the rest of Africa, cap- 
ital inflows have not been sufficient to offset outflows. 
Foreign exchange reserves declined to $210 million in Oc- 
tober--barely six weeks' worth of imports. The ratio of 
debt service payments to export earnings rose to 12 per- 
cent by the end of 1980, and may be over 15 percent by the 
end of 1981. 


The past few years have also seen a souring of govern- 





ment/business relations in Kenya. Businesspeople report fre- 
quent difficulty in communicating with government lead- 
ers. Price control applications are delayed, appeals on 
tariff or import priorities are complex, and an increasing 
number of administrative burdens and inefficiencies seem 
to take an inordinate amount of time from senior execu- 
tives. Many have expressed serious doubts about the com- 
mitment of the current government to a mixed economy, or 
at least to the effectiveness of that commitment. This 
image, real or not, can be a serious detriment to private 
investment in Kenya--whether from foreign or domestic 
sources. 


NEW DIRECTIONS. During 1980 and 1981, a number of positive 
actions were taken by the Kenyan Government. Most strik- 
ing are those measures to reduce quantitative barriers in 
favor of general price and cost incentives. During 1981 
the shilling was devalued twice, a total depreciation of 
some 24 percent against the SDR, and some 36 percent 
against the U.S. dollar. A 10 percent surcharge was im- 
posed on 90 percent of Kenyan imports (by value) in 1980, 
and tariff increases in 1980 raised duties substantially 
on over 200 items. The Finance Act of 1981 raised duties 
by an average 15 percent on over 60 percent of imports. 
The increase in tariffs also caused a substantial increase 
in the effective sales taxes on imported items. The num- 
ber of tariff remissions has also been reduced substan- 
tially. Advance deposit requirements of as much as_ 100 
percent on some items also increase the final cost of im- 
porting. In all, the cost of most imported items has gone 
up by over 50 percent during 1981 (totally independent 
from inflation), and the cost of items denominated in dol- 
lars has gone up by over 60 percent. 


The Government has also regularized import regulations in 
an effort to reduce ad hoc, non-price barriers to im- 
ports. Under the previous import regime all imports worth 
more than KSh 4,000 needed a license, but over two-thirds 
of such items were not clearly covered under existing cri- 
teria for licenses. Under the new policy, 80 percent of 
the imported items will fall in the new non-quota category 
Ls This category includes raw materials, spare parts, 
capital equipment and essential consumer items such as 
medicine and some foods, and will receive automatic li- 
censes as well as foreign exchange. Items in category 2A 
will be middle- and low-priority imports (some 500 items), 
which will be subject to quotas and will either go to 
authorized importers or be imported only with the approval 
of certain ministries. Category 2B will be subject to 
more restricted quotas and will include luxury goods, 





goods made in Kenya, or undesirable items. The Government 
will also continue to apply minimum import prices on some 
items in 2B (such as textiles), which will prevent imports 
for all practical purposes. It is the stated intent of 
the Government eventually to move all items into the non- 
quota category, beginning with those goods in category 
2A. Monitoring systems have been set up to keep track of 
imports, and tariffs will be adjusted as experience dic- 
tates. Actual implementation of this new regime will, of 
course, be difficult, even though inefficiency and cor- 
ruption are lower in Kenya than in most developing coun- 
tries. 


In order to offset the disadvantage of the overvalued 
shilling, the Kenyan Government has been paying a 10 per- 
cent subsidy of the FOB value of non-agricultural exports 
for several years. In 1980, the subsidy was raised to 20 
percent. Up to now, however, the prime beneficiaries of 
this effort have been the large firms, which can afford a 
Sizable number of expediters. Efforts are being made to 
ensure that the subsidy finds its way more quickly to bona 
fide applicants. 


Parliament iS currently debating the Government's’ Food 
Policy paper. Among the goals set out in the paper are 
more private sector involvement in agriculture, more stor- 
age capacity, producer prices which accurately reflect 
costs to the farmer, better access to credit and necessary 
inputs, better storage, and improved marketing. Price in- 
creases have been promised by the end of 1981, in time to 
affect planting in early 1982. Kenya does have the capa- 
bility of becoming self-sufficient in food production 
(with the exception of wheat), and of producing sizable 
commercial crops for export and processing. However, sub- 
stantial investment and considerable effort will be neces- 
Sary to utilize the 80 percent of Kenya's total land area 
which is arid or semi-arid, and further efforts are needed 
to steer farmers toward crops suited to a particular land 
and climate. Moreover, actual measures implementing the 
policy set out above have not yet been enacted. 


Kenya's budgetary and financial management has been gen- 
erally sound through the years. Recently, however, there 
has been a trend toward increasing deficits and 
Over-borrowing by various ministries and parastatal bodies, 
which is more or less outside the control of the Trea- 
Sury. Despite the substantial decline in foreign exchange 
reserves which took place this year, the money supply (M2) 
rose by 8.3 percent during the first eight months of the 
year. According to the Central Bureau of Statistics (CBS) 





Half-Yearly Economic Report, the sole cause for this in- 
crease was accelerated government’ borrowing from the 
banking system as credit to the Government rose by 33 
percent in the first six months. The Minister of Finance 
clearly has stated his intention to bring such borrowing 
more firmly under the control of the Treasury this year. 
The Treasury also intends to hold a much tighter rein on 
spending for recurrent expenses. Interest rates, which 
had remained well below rates in developed markets, were 
raised several times in 1981. The minimum deposit rate is 
now 10 percent and the maximum lending rate is 14 per- 
cent. Tax free savings plans have also been created in an 
attempt to stimulate saving, and tight credit restrictions 
on bank lending to private borrowers are still in effect. 


Oil companies in Kenya have been very dissatisfied with 
rates of return over the past few years as price in- 
creases domestically have lagged behind crude price move- 
ment Or gone to taxation. Nevertheless, prices to con- 
sumers have increased dramatically, and it now appears that 
total domestic demand will be down by 10 percent in 1981 
in volume. Consumption of premium motor gasoline was down 
by over 20 percent in volume during the first six months 
of 1981. Policy performance in this sector can be com- 
pared favorably with any country in the world. Still fur- 
ther increases are needed to provide acceptable returns to 
industry and to discourage consumption in 1982/83. 


SHORT-TERM PROSPECTS. Economic performance during’ the 
next few years will be limited by the need to achieve 
structural change. Unless capital inflows accelerate con- 
siderably and Kenya's capacity to absorb such flows in- 
creases even more rapidly, balance of payments will con- 
tinue to be a serious constraint. Some indications of 
improvement are visible, however. This year production of 
maize and milk, as a result of higher producer prices and 
higher rainfall, will be well above last year's level. 
Wheat, barley and other crops paradoxically have been hurt 
by too much rain, and production of such commercial crops 
as coffee, tea and sisal have also declined this year. re 
appears highly unlikely that the recent CBS forecast of a 
five percent increase in total agricultural output can be 
achieved. If coffee prices increase during the 12 months 
ahead, Kenya should earn more for its coffee exports -- 
the quota has been raised from 1.2 to 1.4 million bags -- 
and food imports should cost less, so the external balance 
in agriculture should improve. 


During the first half of this year, the balance of trade 
increased to KSh 162 million versus KSh 158 million in the 





same period last year. The devaluation, which immediately 
increases the shilling cost of imports without an effect 
On export earnings, will cause an even larger increase 
during the second half. The total trade deficit easily 
could reach KSh 470 million. Fuels and lubricant imports 
continued to register large rates of increase in value, 
36.8 percent the first half year, but also generated sub- 
Stantial earnings from exports. Of KSh 2.9 billion in the 
first half of the year, KSh 1.4 billion were directlv reex- 
ported, and another KSh 500 million were probably sold to 
foreign airlines and ships. Although foreign exchange 
rationing reduced the value of machinery and transport 
equipment this year, manufactured goods (primarily industrial 
inputs) went up by 33.8 percent, almost as much as fuels 

and lubricants. Tourist receipts have been running at the 
same or higher level in 1981 as in 1980, despite a slight 
decline in total number of tourists. The devaluation 

will have little or no effect on these numbers before the 

end of the year. 


Although we have neither capital flow figures nor overall 
balances for transfers and services, it is clear that 
credits in these areas by no means offset the trade defi- 
cit. Kenya has signed an agreement to borrow $115 million 
dollars from a consortium of international banks (at about 1 and 
1/8 points above LIBOR) and has arranged $60 million in 
six-month financing terms for food imports with a consor- 
tium headed by an American bank. When drawn down, these 
credits would effectively add kKSh 1.8 billion to re- 
serves. This amount will help cushion the economy in 1982 
but more will be needed if structural adjustment is to 
continue into 1983. 


Manufacturing sales during the first half of this year 
increased by 20 percent over the first half of 1980. How- 
ever, prices accounted for most of that increase, 16 per- 
cent according to the Government's semi-annual economic 
report. Real output was at least constant, despite wide- 
spread stories that slower foreign exchange allocations 
were interfering with the flow of raw materials and com- 
ponents. The Government is now expecting manufacturing to 
go up by slightly more than the four percent in real terms 
achieved during the first half of the year. Our guess is 
that inflation is eating up more than the CBS estimate, 
and that real growth will be under four percent. 


The CBS expects the public sector's contribution to GDP to 
grow by about five percent in real terms in 1981. This 
sector is, however, heavily affected by inflation, and 
service values are notoriously hard to impute. Our guess 





is a real growth rate of under four percent. Putting all 
of this guesswork together, an overall real growth rate of 
less than three percent seems likely. The CBS forecast is 
3.5 to 4.0 percent. 


Inflation was running at an annual average rate of 12.2 
percent by September of this year. However, devaluation 
will push the cost of living index up to at least 15 per- 
cent more than 1980. The new tariff rates will also add 
upward pressure, and counting actual prices charged in 
the market place (as opposed to the official prices) would 
add at least three points to the index. In other words, 
the actual rate of increase in the cost of living is prob- 
ably somewhere around 18 or 20 percent this year. There 
is also a considerable amount of pent-up price pressure in 
the economy due to delays in granting requests for in- 
creases of controlled prices. When that pressure iS ven- 
ted, as it must be, and as increased import prices are 
passed on to the consumer, the rate of inflation in 1982 
is likely to be at least 25 percent. 


MEDIUM TERM/LONG TERM. In 1982, Kenya hopes to benefit 
from the remaining $170 million of the year's Standby 





Agreement the first part of a World Bank $130 million 
adjustment in agriculture, from as 
in total balance of payments support 
and from a large amount in specific 
This amount, coupled with the $115 
ility arranged by a consortium of inter- 
by Citicorp, should help keep reserves 
nadir to which they sank this year. 


Ss ke 
for -@ 
)o QQ ® 


Kh 
Kh 


Kenya will not be able to reduce its balance of trade or 
Current accounts deficit much in the next few years. New 
export production, whether of commodities or manufactures, 
does not happen overnight, and prospects in coffee, 

tea and tourism are uncertain. The World Bank estimates the 
cumulative current account deficit over the next five 

years at $3.3 billion. After adding in amortization costs 
and a $300 million increase in reserves, the total exter- 
nal capital needs of Kenya will reach $5.2 billion between 
1980 and 1985. Some $2.7 billion of this total can be 
anticipated from official grants and concessionary loans, 
but the balance must come from direct investment, commer- 
Cial loans or suppliers' credits. Moreover, that total 
amount depends on a relatively optimistic forecast of the 
Current account deficit (as 1981 performance’ already 
shows). If the industrial economies achieve reasonable 
growth rates, if coffee and other commodity prices resume 
a reasonable upward movement, if Kenya manages to reopen 





trade with Tanzania and Uganda and those nations can af- 
ford Kenya's exports, and if Kenya can implement its 
structural adjustment program, then the World Bank's esti- 
mates can be achieved. By the end of the five-year period 
a reasonable foundation for sustainable growth can be laid. 


Success in the medium term will, however, be meaningless 
if an effective family planning program is not installed 
in short order. Private sector investors will be evalu- 
ating the effect of increasing unemployment, crime, and 
pressure on food production on Kenya's much-prized politi- 
cal stability. They will also be assessing the Govern- 
ment‘s willingness to come to terms with private sector 
participation in the economy and the degree of government 
participation in marketing and pricing. Without exagger- 
ation, the Government's ability to satisfy the private 
sector will be absolutely critical for the external 
capital needed during the next five years and for the 
private investment needed to assure growth thereafter. 


IMPLICATIONS FOR THF UNITED STATES 


Structural adjustment will limit prospects for U.S. ex- 
ports to Kenya over the next few years, but there is room 


for improvement. Kenya will probably be self-sufficient 
in maize by 1983 but will continue to import wheat, 
non-fat dry milk, vegetable oil and other foodstuffs. 
U.S. exporters are highly competitive and should be able 
to increase their share of the market. 


Prospects are also good for significant sales of several 
big ticket items. Kenya Airways is not near a decision on 
an expansion of its over-age fleet of aircraft. The 
nature of its traffic will make American long-range, wide 
bodied aircraft a natural choice if financing can be ar- 
ranged. Total purchases could exceed $200 million. The 
Government also is giving active consideration to up- 
grading the East African Oil Refinery in Mombasa. Ad- 
dition of modern thermal, hydro, or catalytic cracking 
units would greatly increase the amount of finished prod- 
uct realized from each barrel of crude. USAID will pro- 
vide technical assistance in planning for the _ project, 
which could cost around $100 million. Kenya's’ larger 
cement plant is planning to convert from oil to coal, 
several other large firms are considering similar action. 
One oil firm has estimated the potential market for coal 
at over 1 million tons per year. Kenya Railways is also 
involved in major renovations, largely with World Bank 
financing, and will almost certainly be considering pur- 
chase of more sophisticated equipment, possibly even a 





move toward electrification, in the next five years. Con- 
siderable interest also is being shown in automatic data 
processing, from microcomputers and word processors to 
large, mainframe installations. 


Potential American investors will be taking a much closer 
look at conditions and policies in Kenya before making a 
final decision, but there is still much to attract firms. 
Skilled and semi-skilled labor is in better supply than in 
most African nations, existing transportation and communi- 
cations infrastructures compare very favorably, adequate 
schooling and recreation are available, and the financial 
system can meet their needs. Many opportunities for in- 
vestment exist in the agribusiness area in particular. 
USAID, as part of an increasing emphasis on the private 
sector, has already begun a detailed review of agribusiness 
prospects. 


Kenya, aS many African nations, has been attracting con- 
siderable interest from numerous oil prospectors. A 

consortium headed by Cities Service is now drilling a well 
offshore north of Mombasa and probably will drill another 
during late 1982. These would be only the 15th and 16th 
wells sunk in Kenya. The World Bank is helping provide 
assistance in collating and compiling available geograph- 


ical and geological information, as well as legal aspects 
of exploration. No commercial finds have been recorded to 
date, but the oil-bearing formation discovered in Southern 
Sudan might well extend down the Rift Valley into Kenya. 





